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To the Board of Directors
VO of Arlzona, Inc.

YWe have audited the accompanying statement of activities, as defined in the contract dated
July 1, 2004 between VO of Arizona, Inc. (the “Company”) and the Arizona Department of
Health Services - Division of Behavioral Health Services {the "ADHS-DBHS"), of the
Company for the year ended June 30, 2007. This statement is the responsibility of the
Company’s management. Our responsibiiity is to express an opinion on this statement based
on our audit.

We conducted our audit in accordance with auditing standards generaily accepted in the
United States of America. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the statement of activities is free of materiai
misstatement. An audit inciudes examining, on a test basis, evidence supporting the amounts
and disclosures in the statement of activities. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as
evaluating the overail statement presentation. We believe that our audit provides a
reasonable basis for our opinion.

In our opinian, the statement of activities referrad to above presents fairly, in alf material
respects, the activities of the Company for the year ended June 30, 20067, as defined in the
soniract referred to in the first paragraph.

The accompanying statement of activities has been prepared assuming that the Company will
continue as a going concern. As discussed in Note 1 to the financial stalements, the Contract
with the State of Arizona expired August 31, 2007 and will not be renewed or extended. As
the Confract is the principal source of revenue for the Company there is substantial doubt
about its ability {o continus as a going concem. Management's plans in regard to these
matters are alsc described in Note 1. The statement of activities does not include any
additional adjustments that might result from the outcome of this uncertainty, other than
management's estimate of an asset impairment (sse Note 2},

This report is intended solely for the information and use of the ADHS-DBHS, the Stata of

Arizona, and the Board of Directors and management of the Company, and is not intended to
be and should not be used by anyone other than these specified parties.
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Qctober 5, 2007 m




VO of Arizona, Inc.

Statement of Activities
For the year ended June 30, 2007

PRUGRAM
MENTAL SUBSTANCE  PREVENTION ADMIN &
TXIX CHILD YAXCMDP XX DU CHAD NTXDUXMICHILD  TXXICHRD  HB20S3 GHILD TXIXSMl  TXIXDDADULT NTXIXDOUSMI  HIFARSMI TXX| ABULT SEDI-TMC  TXIX GMHSA  HIFA I GMB HEALTH ABUSE INTERVENTION PASRR ADHS DOC OTHER SUB TOTAL MGMTIGEN TOTAL
REVENUES
401 Revenue Under ADHS Contract
2z ADHS Revenue 84,850,126 32072760 5,090,008 7,275,452 5.047.776 . 94,555,458 6.361,595 82,615,303 4,178,813 158731 26,145 60,343 628 1,011,784 265,688 2252228 5,973,376 48,300 1,474,548 531,875,320 - $31,875,328
5 ADHS Revenue - Qualiving Incsnive Paymerts . - - - - - - - - - - - - - - - - - - - 2,737,878 2737.578
402 Speciafty & Other Grants - - - - - - - - - - - - - - - - - - -
403 Coent Fees (Copays) - - - - Sos - 578 - - & ks ] - - - - 1127 - 1127
404 Thizd Parly Recoveries
s Medcare - - - - - - 171,061 . 124,554 - . - 4,447 - 4,578 362 - - - - 301,802 . 501,802
b Crther Insutance - - - - - - §2.601 - 93,372 - - - . - 8776 70 - - - - 192,519 - 192,519
405 interest income - 3.049,357 3,049,357
408 Omher Funding Sourcss - Non ADHS - - - - - - - - - - . - - - - - - 424785 424,738 . 424,785
407 Untelsted Business Actvities - - - - - - - - - - - - - . . - . R - _ _ i
408  TOTAL REVENUE 53 830,126 3207 2,760 5050008 7.276.452 G017.776 _ 151 B15.628 G3616% 55 433,508 1178813 FENET] 26045 $0.344,761 1611794 3260.967 22 523,369 5973878 35500 1474640 474,768 532,795 563 5 767 336 528 502,608
e — o e
EXPENSES
Setvice Expenses:
501  Treatment Services
a Counseling
1 Counseling, indvidus! 352,414 4,767,202 145,671 357,204 330,243 - 3,854 045 £7.142 2,154,756 589,45% 7732 2.700 3,440,176 20,852 221,887 392,262 . - . - 16,934,81¢ - 16,934,911
2 Counssing, Famiy 5278544 1,665,324 432,852 507,324 761,583 . 456,984 14,676 39.211 - 2,857 283 315502 8202 31,797 26,138 . - . 10,819,493 R 10,618,453
3 Counseling, Group 805,772 201,882 15,564 54,422 73,578 - 1311317 10,243 802,733 10,108 2.405 5595481 28,885 234,333 2,157,376 . - - 11015000 - 11,015,000
b G ion, & Speciaized Testing 5502,130 713,743 422,136 244,692 634,415 - 1,279,895 30,029 795,865 wgez 1.626 547850t 95,446 316,731 863,238 . - - 16,482,058 - 15.482,06
¢ Other Professional 77344 11714 - 1452 2.145 - 28 - 19.373 - - - - - 332,904 413720 - - - 864,680 - 854,580
d  ‘total Treatment Services 6,087,204 4,379,555 EGIEEFS) 1161584 1,801,774 B §505.175 EEXCE] 5,861,638 588451 31640 7214 1% 530,844 224485 1131732 385874 B N N %6.116,143 N 56,116,143
202 Rehabifitztion Services
a  Lhing Sidis Training 7,385,041 2578502 712536 910,245 492,633 - 7,986,362 254233 2,770,860 85577 g9t 4144 509,996 9.487 24,515 34,445 - - - 23,948,358 22,049,358
b Cognitve Rehabiitaton 1831 - 633 - - - 1,279 295 - - - - - - . - . - - . 2838 . 3838
¢ Heaith Pismotion 55,356 7248 2840 2,073 4427 661,093 37704 303,085 4,855 ET] it 125,857 2523 4738 13,255 . - - - 1237120 - 1.237.120
d  Suppored Employment Senicss 38426 1,520 852 31,788 197 5333.218 492 586 2205 397 59.701 5521 247 926,092 o8 18,296 19809 - - - . ¢135688 - 5.124589
&  TotalRehabilitation Servicas 7481455 2587271 715,571 544,105 457247 73,662,843 784,614 5.279,452 166,143 §,246 4359 1,751,845 TEG78 48,550 67513 B B N 34,325,606 B 34,325,605
503 Medical Services
2  Medication Services 913 B 22 182 5647 - 430,673 5865 79,343 28,841 174% 5 2,598,044 12,301 24,186 1,185,760 - - - 4,761,544 - 476%,544
b Medica! Management 3.301,789 427571 483,274 209,088 395 6520 - 4,520,122 57,818 2,851,058 - 14,473 2.301 3208580 75,857 163,203 157,738 - - 15,948,572 - 15,648,572
©  Lsborstory, Radiology & Medicat Imaging 148,535 19514 8,421 3,362 13523 - 524,628 27,365 419,603 - 1520 125 345578 4541 33,166 51,580 - - - 1,582,543 - +.682,543
¢ FlectoConvuisive Theragy - - - - - - 57,155 - 60,055 - - . 2773 - - - - - . 160,583 . ‘180983
e Total Medical Services 3.432337 247,085 281,778 212612 BERET E SETLETE 83,049 3,410,259 29 84% 17735 ¥ 5,576,076 S2.558 230,545 575,156 B E 573,742 22573.742
504 Support Services
2 Case Management 143,294 83655 18,837 24,482 59,485 - 61,455,957 1223,647 31,041 827 {540) 3784 1745 5332565 120,287 4,588,064 849,852 - B - . 101,844 753 - 101,844,752
b Persona Assistance 300,448 21272 385,327 30137 51203 - 15491315 227.030 4500420 - . - 780,323 22 163 23 - - - - 23.528.085 - 23,628,085
¢ Famiy Suppart 3810158 745,387 473,083 175,857 203,553 - 27,605 274 7808 - - . 21,833 - 4,288 1,444 - - - - 5.468.401 - 5.468.401
4 Pear Support 310,383 258,180 §1.693 WEB 8,384 - 3,608,467 97,748 1.236.558 . 477 255 1,268 024 5,302 35,516 712,363 . - - . 7.043.285 - 7,043,285
¢ Therapeutic Foster Caie Senices 3.508.048 5,454,398 207,872 74,872 - - 427733 - 101 998 - . R - . 3319 4443 - - - 14262762 - 14282784
f  Respite Care 1796502 475,091 177 887 42578 85.325 - 4,404 - - - - 1621 32 . - - - - 2:581.201 - 2581201
9 Housing Support - . - - - - . - 2692030 . - 1082 - . 34,843 478,115 . - - 3204240 - 3204240
h Intecprater Senices - - 314,202 - - 103,630 - - - . 93.842 16,421 . - - 528,185 - 528,185
I Flex Fund Senices - . - 83351 - - - 217,655 - . 589 - - 12,916 24,367 . - . - 1,088,978 - 1,088,678
i Transportation 1,420,955 248,665 56854 67.064 88,157 4,596,145 172,350 1,883,601 . 260 1,213 2,188,673 8,963 517,515 454,048 - - . - 11.498,744 - 11,486,744
X Biock Putchase NTXIX Consumer Drop In Center - - - - - 1.051.718 - 356,908 13.568 - - 53,848 - - 1,160 - - - 1,485,728 - 1:489:728
| Total Suppart Services 17,888,758 1,566,658 1,552,465 1,648,269 488 11T - 87,160,344 1724079 42.144.435 13,455 6871 480e 9,667,008 135507 2,366,166 2,340,136 B B E 172.655,383 - T72.658,303
505  Grisis Intervention Services
a  Crisis Intervertion - Mobis 4,121,56¢ 169,548 131,263 822,571 76,606 - +.559.034 180,819 547,689 - 3928 . 1,847,357 15,079 1,456,568 380,670 - . - . 8,623,896 - B.623.8%5
b Crisis Services 221,767 7,061 12,359 36,335 18,519 - 1608218 43,102 735,488 - 3179 9t 4,880,831 11965 692,645 3,892,768 - - - . 11.462.508 . 11992508
¢ Ciisis Phones 7344 4,367 735 &84 267 - 2,494,532 37.589 1188.708 3909 1848 s 213,565 4,676 £3876 21982 . . - - 4045498 - 4,045,498
d  Yotal Crisis Intervention Sesvices 1,350,575 24,078 144,357 955 500 85,302 . 5669782 351870 2512,887 3509 5,656 E3 BET1ETS 52720 3753150 4275 240 B B B B 22,654,903 B 34,561,803
506 Inpatient Services
a Hospital
4 Psychiatnc (Provider Types 02 & 71 3.648.141 1,351,802 244,517 164,605 80,638 - 1,318,018 645,674 8326487 . 22,038 - 2818245 29,981 1,575,420 546,888 - - - 31914558 . 31,044,568
2 Detoxfication (Provider Types 02 & 71) - - - - - - 85,035 - 53958 - 5,187 - 154511 - 738 7695 - - . - 341505 - 341505
b Subacute FacHty '
1 Psychiatric (Provider Types 85 & 86} 1,081,162 +,480,847 157,299 - - 1,855 - - - - - . - - R - 2701283 . 2704,263
2 Deloxification {Provider Types 85 & 86} - - - - - - - - - - - - - - - . B . R
3 Residenti@ Treatment Center (RTCY
Psychistiic - Secure & Non-Secure Provider Types
1 78,81.8283} 7.503.285 B,430,683 5525 142,195 45¢,562 - §,210,680 214,300 3,577,099 4358 5428 3,705,160 9,326 491,403 1,614,220 - - - 32,365,152 . 32,385,152
I fan - Secure & Non-5i {Provider Types R
2 (78,81,8B2B3) 12,835 5483 - - - - - - - - - - - - - - - - - 18,298 - 18,298
g mpatent Services, Professionsl 335,500 115,326 22771 26588 12,183 — 528,447 2077 280447 - 1,130 - 445 168 3752 185261 75025 - - 2,058.770 - 2050770
e Towmllnpatient Services 12,560,543 1,415,121 430,112 335,768 544504 B 18,148,537 B83.451 12,267,585 B 33,704 5426 B.124 485 43,058 3253322 2,344,028 E B E 59,400,575 B 66,400,575
507 Residential Services
a  Leve il Behavioral Heatth Residential Facitios 4,820,456 2,474,249 - 77.80% 5,580 - 12,733,568 42,938 3541363 - 5312 - 8,570,507 3,386 25785 496,733 - . - - 23220422 . 28,220,422
b Eevel ! Behavioral Health Residental Facities 169,504 740,545 - . 39,338 B 2,272,985 - 613,254 - - . 6,368 - - - - - - 3,882,085 - 1.882.005
¢ Room and Board - - - 758457 - - - - 1,657,570 - . . s - 137 052 1345 870 . : - 3843479 - 3843178
d¢  Telzl Residential Services 1598070 3,214,755 835,288 48927 B 15 008583 35538 6,252,567 E [AZE) B 6,625 875 3380 62,897 2826, 403 T N - N 37,045,605 . 57 645 BB
508 Behavioral Health Cay Program
a  Supenised Day Program 50,620 14253 302 8730 11,118 1,158,418 23079 438,379 - . 45,785 - 26¢ 118 - - . 1,755,664 - 1,755,664
b Therapewse Day Frogram §27.035 183,350 33,156 54,954 83,847 1,748 447 15,878 543,598 458 08 1,451 671 9,308 41,068 738471 - - R 5.739.748 R 5739,749
& Madical Day Program 12,018 1,352 - - . 78 - - - - - . - - - - - - - 13448 - 3448
d  Total Behavioral Health Day Program B85571 195,355 33,058 73684 04,055 B 2,504 943 38,557 F81.677 B 8 05 1501458 R 31330 738,586 B T B 7.508.856 N 7EGR RS
269 Prevention Services
a  Prevention - - - - - - - - - - - - - - - 4,989,482 . - . 2589.482 - 4,989,482
5 HW i ) - - - - : - - - B : - - - 536,524 - - - . 635,524 - 936 524
I Total Prevension Services - - - - - - - - - - - - 926524 4,950 482 - - - 5,826,008 - 5,625,005
510 Medication
& Medcation Expenss 10,188,077 1,624,155 2,126,751 90,448 1,081,847 . 16,467,262 2,354,627 14,497,786 1625 16,042 38,859 01,683,738 267.55% 249,558 81483 . - - - 55,728,528 - 59,729,528
b Less Pharmacy Rebate Received {1.215.090) (25.753) {44,049) (9,520) {87,250} - (1510048} 1121,824) (1,181,943) (20612 . - (450 585} - 122,576} (7.571 - B . R 15,227 A8} R (5,237 B4B)
c  Phamacy Rebats Related Expanse 307,858 8255 +1.043 2407 24630 . 377538 30,544 200,085 S1a0 - - 237,530 - 5708 1937 . . - 1,313,980 - 1,313,980
4 Tofal Medication Services §280,845 556,558 Z.053.745 CEEEE] 585,227 B 5,334,751 22632337 3,605,832 113.847) 5042 38,659 851,083 267,551 332,580 75.603 B B E 55,845,660 - 55 515,650
511 Other ADHS Servics Expenses Not Ryttt Above - - - - - - - - - - . - - - 45233 - . 45,233 - 45,233
S12 ADHSIDOC COOL - I - — - - - - : - - - - - - - - - 1.219,897 - 1219 867 R 1,216,857
513 Sublotal ADHS Service Expenses 54,561,588 35,638,824 6,360,749 5,255,264 4,571,413 176783637 6257 538 80,447,364 782653 137664 63235 55840675 826,576 8,712,382 13858328 4,880 482 35033 1716,897 N 387,298,164 287,296,404
520 Service Expenses fiom MNon ADHS Sources . .
525  Total Service Expense 54,561,588 36.535,524 6.380,745 6,255,254 EREWLE] 170783057 6287 538 66,447 364 7Bz 85 137 564 £3.235 BS Sa0 678 §20,578 Bripanz 18,858,328 4555482 FERRE] 1315857 487,295,904, - T7 285104
Adninistrative Expenses:
601 Salafies 2,028,281 766,297 147,013 173,670 136,356 - 4,580,498 148,892 1,672,038 27,784 2,334 82 1921497 22,845 54,193 538,388 142866 1,154 35,091 - 12,658,187 12,609,787
802 Employer Benefits 467.217 176,679 33,8665 38,867 31,412 . 1,655,122 34,298 454,262 £.400 538 88 242,551 5362 12,484 124,021 32,88% 265 8,683 - 2,525.277 2825277
603  Professional & Cutside Senvices 581,482 215,892 42947 55,618 39,685 - 1,313,188 42,586 565,388 2,865 869 09 550,752 5,550 15,637 154,354 40,801 330 14,080 - 3,640,754 3846753
804 Travel 37.269 14,13 2709 3,188 2,512 - 84,391 2743 36,333 512 43 7 35,395 421 98 8,915 2828 21 847 - 233,389 233,656
605 Oceupancy 134691 50,634 9763 11,463 5,055 - 304,175 9,887 150,856 1845 155 25 127,520 1517 3599 35753 9.474 75 2330 - 43308 843308
B0 Depreciaton 523,18 198,120 37.574 44,705 35,224 - 1,383,158 38,480 509,350 7.477 863 %9 496,258 5901 13,908 139,072 36,852 257 5,054 - 3280281 3280261
§07 A3 Other Operating 2697227 1,015,178 194,774 229.268 180,658 - 5068594 107,265 2512714 36818 3082 506 2,545 355 30267 71.800 713312 189015 1,526 46 491 - 16,822,390 16 524,880
505 Subtotal ADNS Administrative Expenses 5460165 2,442,831 468,245 551,238 434,333 4,539,128 7429 5,281,062 83,453 7,434 1215 6318128 72763 172608 1714828 454,389 355 111,786 40,447 657 B 40,447 667
650 Non ADHS Adminisrative Expenses - - - - - - - - - - - - - N - . n
551  Unmeiated Admin Expenss . Hosrars oarans
652  Subliotal Administrative Expense 6,460,195 2,442,931 458,245 561,238 434,333 - 14,568,128 474,231 §.281.062 88.493 7.434 1218 5,118,128 72763 172,609 1,714,820 454,358 3866 141,766 - 40,447 867 1,067,275 41,614,942
701 Unielsted Business Experises T o T
750 income Yax Provisions
2 ADHS lncome Tax Provisian 5,340,827 (2,385,125} {301,208} 188,501 242 886 - 2453588 {158,810} {5.600,678) 121,979 487 15241 3,287 460 45,848 (2625310} 773,493 216,131 - 56.744 - 1,638,505 - 1,636,506
b Non ADHS Intome Tax Provision - - - - - - 165,008 - 85.855 - - - 458 . 4165 434 . - - 168577 335,518 18rE TR 2238550
792 Subletal Income Yax Provision 5.340.827 (2385 125) (301 208 185,501 242886 - 2,558 607 11548100 (5,594,122} 121878 4617 15244 3.287.018 46,848 (2,621,145 773847 210,131 - 56744 1658 577 2,004,024 1873172 3.677.168
800  TOTAL EXPENSES 76762010 35697730 83547789 5.893.003 5648632 - 187 930,862 5.602.559 91.244.304 993 426 148715 49.210 75.347.722 940,588 £263 845 21,347,104 5,554,012 48898 1.386 407 168,577 528743785 2540447 532 590.242
£01  INC/DEC} R NET ASSEFSEQUITY 817,116 15624570 1457 7831 783 449 360348 3,885,767 (2471363 [EREXES) 155,358 7516 123,163 4597058 Trts (3983678) 176085 315,354 T 387241 356200 305,768 7 845 589 SEE3E5T

The accompanying notes era an integral part of this statamant
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VO of Arizona, Inc.
Notes to Statement of Activities
For the vear ended June 30, 2007

1.

Description of Business and Basis of Presentation

Description of Business

Effective July 12, 2004, VO of Arizona, Inc. (the “Company”) was incorporated in the State of Arizona.
On that date, the assets and labilities of the Arizona Division of ValueOptions, Inc. (the “Division”) were
transferred to the Company and the Division’s contract with the Arizona Department of Health Services —
Division of Behavioral Health Services ("ADHS-DBHS") (the “Contract”) was legally assigned to the
Company. VO of Arizona, Inc. is a wholly-owned subsidiary of ValueOptions, Inc. (*ValueOptions”), a
Virginia corporation. ValueOptions is a wholly-owned subsidiary of FHC Health Systems, Inc. (*FHC™,
also a Virginia corporation.

FHC and ValueOptions report on a calendar year basis. The Company reports on a June 30 fiscal year-
end to coincide with the fiscal year of the State of Arizona and the terms of the Contract. All the
revenues, expenses, assets and fiabilities of the Company are directly atiributable to the Contract.

The Company provides managed behavioral healthcare services to Maricopa County Medicaid (*Title
XIX™), Non-Medicaid {“Non-Title XIX"), and KidsCare (“Title XXI") beneficiaries under a contract with the
ADHS-DBHS. The Company aiso provides managed behavioral healthcare services fo capitated adults
under a special Healthcare Insurance Flexibility Accounting (“HIFA 1I") waiver funded from excess
KidsCare funding.

The origina! term of the Contract was three years, commencing on September 19, 1998 and continued
through June 30, 2001 with two additional one-year options for renewal, both of which were executed.
On July 1, 2003, there was a separate one-year contract executed with no option to renew. In February
2004, the ADHS-DBHS awarded ValueOptions a new three-year contract, effective July 1, 2004, with
two one-year options for renewal. The Contract was subsequently assigned to the Company as
described above. None of the current one-year options have been exercised. In March 2007, an
amendment to the Contract was executed extending the contract to August 31, 2007.

Basis of Presentation

The accompanying statement of activities is prepared on the accrual basis of accounting in accordance
with accounting principles generally accepted in the United States of America. The accompanying
statement of activities is prepared assuming that the Company will continue as a going concern, which
contemplates the realization of assets and satisfaction of liabilities in the normal course of business.

The Company follows the ADHS-DBHS Financial Reporting Guide for Regional Behavioral Health
Authorities and Tribal Regional Behavioral Health Authorities with an effective date of July 1, 2006 (the
“Reporting Guide”). The Reporting Guide contains prescribed reporting guidelines for the preparation of
the accompanying statement of activities. In accordance with these guidelines the Company records
revenues and expenses in columns ("Fund Sources”) representing programs administered by the ADHS-
DBHS. In addition, the Company records service expense in rows (“Types of Service”) based on Exhibit
A of the Reporting Guide.

in December 2008, the ADHS-DBHS announced that a request for proposal would be issued in January
2007 for the contract year beginning July 1, 2007. The request for proposal was amended in March
2007 to reflect a contract start date of September 1, 2007.




VO of Arizona, Inc.
Notes to Statement of Activities
For the vear ended June 30, 2007

On June 12, 2007 the Company received notice from the Arizona Department of Health Services
("ADHS") that the Company was not awarded the new contract for services beginning September 1,
2007. The successful bidder for the new Contract was Magellan Health Services ("Magellan"). The
Company will continue performance under the current Contract through August 31, 2007. The Contract
amounted to essentially all of the Company's revenues for fiscal year 2007,

The loss of the Contract raises substantial doubt about the Company's ability to continue as a going
concern. The accompanying statement of activities does not include any adjustments relating to the
recoverability of asset carrying amounts or the recognition of additional liabilities other than
management's estimate of an asset impairment (see Note 2). On August 24, 2007, the Company's
Board of Directors approved a plan to adopt a voluntary plan of liquidation effective August 31, 2007.
Although the Company will not continue operating after August 31, 2007, management believes the
Company has adequate cash on hand to settle all outstanding obligations.

As of June 30, 2006, the Company was not in compliance with the financial covenant requirements of
the Contract as a result of payments made fo FHC on intercompany borrowings. Additionally, as of June
30, 2006, the Company had net receivables from FHC of approximately $6,000,000.

Subsequent to June 30, 2008, the Company received capital contributions from FHC of approximately
$8.100,000, and in addition, FHC paid off the intercompany balance that existed as of June 30, 2006.
These activities have resulted in the Company satisfying the financial covenant requirements described
above in November 2006. As disclosed in Note 7, the Company has maintained compliance with the
financial covenant requirements of the Contfract through June 30, 2007.

2. Summary of Significant Accounting Policies

Contract Revenue

The Company receives substantially all of its revenue from the Contract. Contract revenues include
funds for behavioral healthcare services and prevention programs for youth and seriously mentally ill
(“SMI™) adult and substance abuse populations under three major types of revenue sources: Title XIX,
Title XX!, and Non-Title XIX. Contract revenue is recognized in the period for which the Company is
obligated to provide covered services. Deferred revenue relates to grant amounts received in the current
year that cannot be recognized until certain terms are met. Contract revenue is also limited by the terms
of the Contract to a maximum profit percentage, as defined. Contract revenue that cannot be recognized
due to these profit limits (4% on Title XIX, Title XXI and Non-Title XIX) is deferred until future periods.

Title XIX Revenue

The Contract requires the Company to provide behavioral healthcare services to all eligible enrollees
within its geographic service area. Under this agreement, the Company receives monthly capitation
payments from the ADHS-DBHS based on a capitated rate and the number of Title XIX Arizona Health
Care Cost Containment System ("AHCCCS") enrollees eligible for covered services during that month.
In addition, the Company also receives revenue for Preadmission Screening and Resident Review
(“PASARR”) screenings on a fee-for-service basis from the ADHS-DBHS.

Title XXI Revenue

The Contract requires the Company to provide behavioral healthcare services to all eligibte enroliees
within its geographic service area. Under this agreement, the Company receives monthly capitation
payments from the ADHS-DBHS based on a capitated rate and the number of Title XXI AHCCCS
enrollees eligible for covered services during that month.




VO of Arizona, Inc.
Notes to Statement of Activities
For the year ended June 30, 2007

Non-Titfe XIX Revenue

The Contract provides for payment to the Company at a monthly rate equal to one-twelfth of specified
annual contract maximums under the ADHS-DBHS Non-Title XIX programs. These programs provide
behaviora! healthcare services to iower income uninsured or underinsured individuals not eligible for
behavioral healthcare coverage under Title XiX or Title XXI. Non-Title XIX programs are funded through
a combination of federal behavioral heaithcare block grant funds, State of Arizona funds and Maricopa
County funds administered by the ADHS-DBHS.

Other Revenue

Under the Contract, the Company is required to provide services under certain grants for special
populations. Payment is made by the ADHS-DBHS based on expenditure reports submitted by the
Company. The Contract allows for performance incentives to be earned by the Company based on
various operational and reporting performance requirements as defined in the Contract. The Company
records these incentives when received as this is the best determination of when the earnings process
has been completed. Incentive payments are specifically excluded from both administrative and profit
limitations. Interest income on the Company’s investments, cash and cash equivalents is recorded in
Program Administration and Management & General. These revenues are not included in the
calculations of profit limitations.

Services Expense

Program services are purchased under fee-for-service or block purchase arrangements. Fee-for-service
contract expenses are accrued as incurred. Program services provided under block purchase
arrangements are accrued based upon contract terms. From time-to-time, the Company amends its
provider contracts. The effects of these amendments are recorded in the period in which the
amendment was executed.

Service expense is recorded in each Fund Source as follows:

» Block Purchase Arrangements
The Company contracts with its providers under block purchase arrangements for services
provided to consumers meeting the efigibility requirements for each Fund Source with the
exception of Title XIX Developmentally Disabled (“DD") Child, Titte XIX DD Adult, and ADHS
- Department of Corrections (*DOC”). Consumers eligible for services under these Fund
Sources are contracted for under block purchases for all other Fund Sources. Service
expense allocated to these Fund Sources is estimated based on available eligible
consumers’ utifization related to the year ended June 30, 2007. Service expense is recorded
in all other Fund Sources based on the explicitly contracted amounts in the block purchase
arrangements after giving effect to the allocations described above.

e Fee-for-Service Arrangements
The Company records service expense under fee-for-service arrangements (including
pharmacy claims} based on actual and estimated services rendered to consumers meeting
the eligibility requirements for each Fund Source.

s  Services Provided Directly by the Company
The Company records Case Management, Crisis Phones, and Urgent Psychiatric Care
Center services provided directly by the Company in each Fund Source based on the
proportion of consumers receiving these services that meet the eligibility requirements for
each Fund Source. All other services provided by the Company are allocated to Fund
Sources based on revanue.
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e Pharmacy Sales Incentives
The Company includes reimbursements received under pharmacy contracts with suppliers in
Pharmacy Sales Incentives. The Company records these incentives in each Fund Source
based on the actual utilization of the medications to which the incentive arrangements refate.

The Company primarily allocates total service expense to Types of Service within each Fund Source
using the ratio of consumer encounter values received for each Type of Service to total consumer
encounter values received for each Fund Source. Service expense allocated to the Types of Service is
estimated based on available eligible consumers' utilization related fo the year ended June 30, 2007.

Case Management, Block Purchase NTXIX Consumer Drop-in Center, Crisis Phones, Prevention, HIV,
and Medications service expense are reflective of the actual expense incurred and excluded from the
aliocation process described above.

For PASARR and ADHS-DOC Fund Sources, the Company reports service expense in total only.

Estimation Process

The preparation of the statement of activities requires management to make estimates and assumptfions
that affect amounts reported in the statement of activities and accompanying notes. Such estimates and
assumptions could change in the future as more information becomes known, which could impact the
amounts reported and disclosed herein.

The Company uses a variety of methods fo estimate the unpaid service expense including historical
claims submission patterns, payments to be made under contract arrangements currently in force, and
correspondence with significant providers to ascertain the level of care being provided to beneficiaries for
which a claim has not yet been submitted.

Total service expense includes estimates of amounts due on reported claims and claims that have been
incurred but were not reported as of June 30, 2007. These expenses represent the Company's best
estimate of amounis that are reasonable and adeqguate to discharge the Company’s obligations for
claims incurred but unpaid as of June 30, 2007. Such estimates are however subject to a significant
degree of inherent variability. Estimates are continually reviewed and adjusied as necessary as
experience develops and new information becomes known; such adjustments are included in current
operations. For the year ended June 30, 2007 service expense decreased (increased) related to such
revisions and was recorded as follows:

Title XIX Child $ 523,000
Title XIX CMDP (740,000}
Titie XIX DD Child 20,000
Non-Title XIX Child 90,000
Title XX! Child {12,000}
Title XXi HIFA GMH 6,000
Title XIX SMI {76,000}
Title X1X DD Adult {13,000)
Non-Title XIX SMi (41,000)
Title XXI SMI 5,000
Title XXI HIFA SMI 28,000
Title XIX GMHSA 73,000
Non-Title XiX Mental Health {1,000)
Non-Title XI1X Substance Abuse 16,000
3 (122,000)
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Adminisfrative Expense

Total administrative expenses are limited by the Contract to 7.5% of contract revenue for all programs. In
accordance with the Contract, income tax expense is not included as an administrative expense of the
Company that is subject to this limitation. Effective July 1, 2004, the Contract limits the percentage of
administrative expenses incurred outside of Arizona to 35% of total available administrative revenue for
all programs. Administrative expenses are allocated to Fund Source based on revenue.

Income Taxes

The provision for income taxes is computed using the statutory rate, based on the Company’s income,
after giving effect to permanent differences. The Company computes the income tax expense
attributable to each Fund Source by applying the Company’s effective tax rate to net income before
income taxes for each Fund Source.

Premium Deficiencies

The Company records an expense to provide a premium deficiency reserve when expected claims
payments or incurred costs, claims adjustment expenses and administration costs exceed the premiums
to be collected for the remainder of a contract period. Anticipated investment income is not used as a
factor in the premium deficiency reserve calculation. No such expense was recorded during the year

ended June 30, 2007.

Depreciation Expense
The Company provides for depreciation using the straighi-line method over the estimated useful lives of

the related assets as follows:

Computers 3 years

Furniture and fixtures 10 years

Fixed Equipment 4 years

Leasehold improvements lesser of remaining term of lease or estimated useful life

Impairment of Long-Lived Assets

The carrying value of long-lived assets other than goodwill is evaluated when certain events and
circumstances indicate that the carrying amount may exceed fair value. The fair value is calculated
using expected cash flows produced by the asset, or the appropriate grouping of assets, over the
remaining life of such assets and their eventual disposition. If the undiscounted projected cash flows are
less than the carrying amount, an impairment is recognized.

For the year ended June 30, 2007, the Company recorded an asset impairment charge of approximately
$1,400,000 related to property and equipment at the Company's administrative service building, which is
included in general and administrative expenses in the accompanying statements of acfivities.

On July 17, 2007, the Company signed a binding letter of agreement with Magelian to sell the fixed
assets related to the direct care clinics and transition the operation of the direct care clinics for
$10,843,000, effective August 31, 2007. This transaction is not reflected in the accompanying statement
of activities for the year ended June 30, 2007.

Deferred Lease Credits

Leases related to office space contain provisions for rent escalations and incentives from lessors in the
form of reduced rents or free rental periods. Rent expense related fo these leases is charged fo expense
on a straight-line basis over the life of the lease. Differences that arise between amounts paid and the
expense recognized are recorded as increases to or charges against the deferred lease credit lability.
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3. Retirement Plan

The Company participates in the FHC 401(k) Defined Contribution Employee Benefit Plan ("Plan”). With
the expiration of the Contract (see Note 1) and the cessation of ongoing operations for the Company,
FHC determined that the early vesting requirements of the partial plan termination guidelines were met.
Accordingly, alt employees of the Company directly affected by the Contract expiration qualify for a 100%
vesting of their 401(k) matching contributions. The Company made matching contributions to the plan of
approximately $958,000 for the year ended June 30, 2007.

4. Income Taxes

VO of Arizona files a consoiidated federal income tax return with FHG. The provision for income taxes is
computed for each entity and entity division in the consolidated group at the statutory rate based on each
entity's income after giving effect to permanent differences. The Company is allocated its proportionate
share of FHC tax expense. Separate or unitary income tax returns are filed in the states in which FHC
and its subsidiaries conduct business including the State of Arizona, which is filed on a consoiidated

basis.

The provision for income taxes consisted of the following:

Currentiy payable

Federal $ 4,891.450
State 1,054,881
6,046,331
Deferred income taxes
Federal (1,797,705)
State {371,430)
(2,169,135)
$ 3877196

The effective income tax rate on the Company's pre-tax earnings differs from the Federai statutory
income tax rate as follows:

Statutory Federal income tax rate 35 %
State income tax, net of federal benefit 5
40 %

5. Related-Party Transactions

FHC, ValueOptions and affiliated companies provide administrative and other services to the Company,
including systems functions, accounts payable and payroll processing. Included in general and
administrative expenses is an allocation of the costs of the administrative services provided by affiliated
companies. The Company's allocation was approximately $8,980,000 for the year ended June 30, 2007.

The affiliate balance (due to or due from) with ValueOptions is non-interest bearing. The Company
periodically transfers cash to ValueOptions in satisfaction of payments made on its behalf. During the
year ended June 30, 2007 cash payments to ValueOptions exceeded its actual obligations by
$6,309,733.
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Under the provisions of the Contract with ADHS-DBHS, dividends and other distributions may be paid
only to the extent of allowable profit in each of the funding sources as defined. The Company distributed
$4,958,000 for the year ended June 30, 2007

The Company serves as the administrative trustee of Casa Buena, Inc. (*Casa Buena”), a non-profit
501(c)3 corporation that was the recipient of grants and contributions from the ComCare Liguidation
Proceeds Trust established by the ADHS-DBHS. Various expenses are paid by the Company on behalf
of Casa Buena. The members of Casa Buena’s Board of Directors are employed by ValueOptions or the
Company. Under the provisions of a compensation agreement, as amended, the Company is allowed an
administrative fee, set at an amount of up to 8% of total expenditures by Casa Buena in any given year.
The administrative fee charged by the Company for the year ended June 30, 2007 was $0.

8. Commitments and Contingencies

Leases
The Company leases office space in Arizona for its headquarters and various case management clinics.

Rent expense for the year ended Juna 30, 2007 was approximately $8,084,000,

Aggregate future minimum payments of the Company under these leases, for the five years ending after
June 30, 2007 are as follows:

Year ending June 30,

2008 $ 7,636,000
2009 7,463,000
2010 4 174,000
2011 986,000
2012 378,000
Thereafter 1,165,000

$ 21,808,000

Under the terms of the letter agreement with Mageilan {see Note 1), the leases for the direct service
clinics, with future minimum payments of approximately $16,840,000, will be assigned to Mageltan as of

September 1, 2007.

Liability Insurance
The Company, through FHC, maintains professional and general liability insurance coverage under

claims-made policies. Effective November 11, 2005, the Company is insured for losses up to
$15,000,000 per claim and in the aggregate, with self-insured retentions of $2,500,000 per claim. The
Company is also covered under an umbrella policy providing for professional and general liability
coverage up to $10,000,000 per claim and in the aggregate. The Company participates in the above
policy with its affiiates. Per claim and aggregate limits are appiicable to all covered entities as a group.

Effective August 31, 2007 and corresponding with the Contract expiration (see Note 1), the Company
purchased, through FHC, claims reported endorsement {fail coverage) to cover claims incurred but not
reported. The tall coverage has a self-insured retention of $1,000,000 per claim with an aggregate limit
of $25,000,000 for ¢laims that occur prior to September 1, 2007 but are reported at some point in the
future. The tail coverage relates solely to claims made against the Company.
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Litigation
The Company is from time to time subject to claims and suits arising in the ordinary course of operations.
As of June 30, 2007, the Company has reserves of approximately $7,449,000 for expected losses

related fo these exposures.
7. Contract Requirements

The Company is subject to Contract provisions which require the Company to maintain certain financial
ratios, a net worth requirement of the greater of $10,000,000 or 90% of any given month’s fotal payments
for the contract year ending June 30 and the maintenance of a performance bond equal to 110% of each
quarter's capitation as determined by the ADHS-DBHS. In satisfaction of the bond requirement, the
Company maintained a surety bond in the required amount of approximately $48,932,000 as of June 30,

2007.

As of June 30, 2008, the Company was not in compliance with its minimum equity requirement of its
defensive interval requirement, as stipulated in the Contract. The Company cured these violations
subsequent to June 30, 2006. Management does not believe that this noncompliance materially affected
the Company's financial statements. While the Company could have been subject to financial penalties
as a result of this non-compliance, no such penalties were imposed by the ADHS-DBHS.

As discussed in Note 2, the Company is limited by the terms of the Contract to profit that can be eamed
under the various programs. Contract profit limitations are applied on an after-tax basis. Also, if the
Company's profit exceeds the profit limitations resulting in the reduction of recognized revenue, the
related administrative revenue and income tax effect of that reduction is not considered for purposes of
the profit limitation.

Total administrative expenses are limited by the Contract to 7.5% of contract revenue for all programs.
In accordance with the Contract, income tax expense is not included as an administrative expense of the
Company that is subject to this timitation. Effective July 1, 2004, the Contract limits the percentage of
administrative expenses incurred outside of Arizona to not exceed 35% of total available administrative
revenue for all programs.

As of June 30, 2007, the Company has reported less than the minimum number of encounters as
stipulated in the Contract and is subject to a potential recoupment by the ADHS-DBHS of approximately
$168,000 if no more encounters are submitted. This amount has been recorded in administrative
expenses as the Company expects that less than the minimum number of encounters wili be submitted
for Title XX fund sources. The Company has until February 28, 2008 to submit encounters related to
the year ended June 30, 2007. In addition, the ADHS-DBHS has a right to sanction the Company for
other matters of non-compliance of the Contract, as determined by the ADHS-DBHS. The Company
recorded approximately $1,495,000 (including the $168,000 discussed above) as administrative
expenses for sanctions during the year ended June 30, 2007.

Provisions of the Contract subject the Company to the Office of Management and Budget's Circulars A-
133 and A-122 reguirements, effective July 1, 2004. The Company did not comply with certain
requirements and, therefore is subject to potential sanctions for matters of noncompliance of the
Contract. Management does not believe these matters will materially affect the Company’s financial
statements, therefore, no amounts have been provided as of June 30, 2007 related to these matters.
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8.

Regulatory

The healthcare industry is subject to numerous laws and regulations. The subjects of such laws and
regulations cover, but are not limited o, matters such as licensure, accreditation, government healthcare
program participation requirements, information privacy and security, reimbursement for patient
services, and Medicare and Medicaid fraud and abuse. Over the past several years, government activity
has increased with respect to investigations and/or allegations concerning possible violations of fraud
and abuse and false claims statutes and/or regulations by healthcare organizations and insurers. The
Company has been subject to investigation and reached settlement agreements on two matters as
discussed below. With the resolution of these matters, management does not believe the results of any
current inguiries, audits or reviews, currently threatened or pending, individually or in the aggregate, will
have a material adverse effect of the Company's financial position or resulis of operations.

During the fiscal year ended June 30, 2008, the Company received incentive payments in the amount of
approximately $3,544,000 based on performance for the fiscal year ended June 30, 2005. At
management’s discretion, the Company distributed $1,772,0600, approximately fifty percent of the
incentive payment, o providers. Subsequent to receipt of the incentive payments, AHCCCS contended
that the full incentive for the fiscal year ended June 30, 2005 was not earned by the Company due {o
issuas related to the valuation of encounters for services provided directly by the Company to
consumers. In fiscal year 2007, ValueOptions and AHCCCS reached a settlement agreement whereby
ValueQptions will repay $2,000,000 of the payments originally received plus $52,000 in investigative
costs. This amount has been charged by ValueOptions to the Company as it relates to the Contract and
was accrued as of June 30, 2006. Under the terms of the seitlement agreement, $400,000 was paid
within 45 days of signing of the agreement with the remainder to be paid in 17 consecutive monthly
instaliments of approximately $97,000. As of June 30, 2007, the remaining obligation on this settlement
of approximately $1,069,000 is included in accounts payable and other accrued liabilities. Net incentive
revenue of $2,738,000 is included in grants and other revenue in the accompanying statement of
activities for the fiscal year ended June 30, 2007.

In Juty 2006, ValueOptions received notice that the United States Department of Justice (DO}, acting on
behalf of the Office of inspector General of the Department of Health and Human Services, was
investigating certain financial reporting matters under the Contract. On December 1, 2008, ValueOptions
reached a settlement agreement with DOJ resolving the financial reporting matters in question.
ValueOptions agreed to pay $1,180,000 in settlement of issues related to contract agreements with
providers on the HIFA |l program for the fiscal year ended June 30, 2003. This amount has been
charged by VaiueOptions to the Company as it relates to the Contract and was accrued as of June 30,
2006. Under the terms of the seftiement agreement, $2386,000 was paid within 10 days of signing of the
agreement with the remainder to be paid in 18 consecutive monthly installments of approximately
$52,000 commencing in January 2007. As of June 30, 2007, the remaining obligation on this settlement
of approximately $577,000 is included in accounts payable and other accrued liabilities.

Severance and Retention Costs

On June 27, 2007, all employees were notified by the Company that severance payments will be
availabie to all eligible employees who no longer have a job as a result of the Contract expiration on
August 31, 2007 (see Note 1). Eligible employees included regular full-time and part-time employees
who work at least 20 hours per week. Employees who are offered a job with Magellan will not be eligible
for severance from the Company. Severance benefits are equivaient to one week of pay for every full
year of service, up to 10 weeks pay. To be eligible for severance, employees must continue to be
employed through the last day of employment as indicated in their termination notification letter. The
majority of employees will have a termination date of August 31, 2007. However, approximately 100
employees will be retained past August 31, 2007 to assist with the Confract closing activities.
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Additionally, ten key employees signed special severance letter agreements for severance outside the
normal severance policy of ValueOptions.

in order 1o effectively continue to provide services through the end of the current contract period, the
Company also offered a retention bonus to certain key employees deemed to be critical to the
successful completion of the current contract and transition of the direct care clinics to Magellan.
Retention was based on an analysis of the employee’s job function and the estimated employment end

date.

The ultimate cosis of the severance and retention plans may differ from Company estimates if
employees leave the Company prior to their termination date. Costs for standard severance agreements
were fully recognized as of June 30, 2007, while costs for severance according to letter agreements and
retention agreements are recognized pro-ratably over the remaining peried of employment. Estimated
costs have been recorded in general and administrative expenses in the accompanying statement of
activities and are summarized as follows:

Severance cost:

Standard severance $ 1,002,000
Severance per letter agreements 75,000
1,077,000

Retention bonus costs 317,000
Total employee termination costs $ 1,394,000
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